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lmoDUCTIOR

Earlier this year, Godwins submitted a report to the United States Telephone

Association (USTA) analyzing the impact of SFAS 106 on the GNP-PI, and, in

particular, the extent to which the GNP-PI will reflect the increase in costs

experienced by the Price Cap LECs as a result of adopting the new accounting

standard. This report wa. placed on the record with the FCC in Bell Atlantic's

Tariff Transmittal filed on February 28, 1992 (Transmittal No. 497) and was also

included in U. S. West's Tariff Transmittal filed on April 3, 1992 (Transmittal No.

246) .

In their filings with the FCC, several organizations took exception to the

findings of that report. In particular, AT&T, MCI and the Ad Hoc

TelecolllllUIlications Users Co_ittee raised several objections with regard to

various aspects of the study. The USTA has asked Godwins to provide a detailed

response to each of those objections.

The purpose of this Supple_ntal Report is to provide the USTA with those

responses. We have organized our responses into three sections, corresponding

to the three different types of objections raised.

While the objections raised were numerous, this material will demonstrate that

none of the objections raised should cause the Co_is.ion to have any doubts

regarding the soundness of the study, or the validity of the results.

Respectfully Submitted,

Peter J. Neuwirth, F.S.A., M.A.A.A.

CL-d~
Andrew 8. Abel, Ph.D.

____________________ ci°awins----
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SECTION I

USPQlSI TO OBJECTIONS QGAlDIIG OYDAIL STUDY

A. D.finitiop of Pembl. Cmmt

There were two objections raised with respect to the manner in which we defined

the potential sources of double counting and what sort of analysis would be

required to eliminate any double counting in determining the portion of the LECs'

SFAS 106 costs that should qualify for exogenous treatment.

AT&T Copteptiop ­
(Pages 6 and 7)

lltlpqp.. -

8The LEC's have failed to demonstrate that the Commission's
third criteria is met. To the contrary, the LECs' requests for
exogenous treatment appear to reflect certain OPEB costs that
will be reflected in the GNP-PI ... The double count occurs
b.cause (i) the GNP-PI co~onent of the PCI will increa.e as
all fi~ with OPEB liabilities reflect those cost. through
higher prices, and (11) the SFAS 106 accrual calculation
include. the pr••ent value of future inflation. If the SFAS
106 accrual is afforded exogenous treatment, the amount of the
accrual will b. increased auto..tically in future periods due
to growth in inflation .xpr••••d by the GNP-PI component of
PCI .** 'ftl.r.fore, if inflation is included in both the
exogenous co.t c08ponent and GNP-PI, an LEC would be
compeuated twic.. Although the LECs recognize this problem,
no carrier has met its burden of showing that it has
effectively removed this double count.-

AT&T's description of what it couiders the source of

potential double counting in the LECs' request for exogenous

treatment for increaled costs due to SFAS 106 demonstrates

so.. confusion as to both the double count problem and the

Godviu Report. Essentially AT&T suggests that double

counting may arise from two separate sources:

(1) Increase. in the PCI due to increases in the GNP-PI

caused by 8firms with OPU liabilities reflect(ing) those

costs through higher prices. ft

-1-
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(2) Automatic increases in the exogenously treated portion of

SFAS 106 accrual "due to growth in inflation expressed by

the GNP-PI component of PCI."

The first source of potential double count, while a valid

concern, is precisely the factor that the Godwins Report

directly and thoroughly addresses. The first paragraph of page

1 of the Godwins Report explicitly states this as the primary

objective of the study. A8 will be seen in the responses to

specific criticisms of the Godwins Report, no respondent has

raised any issue which, upon scrutiny, casts doubt on any of

the basic findings of the study. Therefore, the Commission

should accept the Report's conclusions that (a) this source of

double count accounts for 0.7' of the increase in costs

attributable to SFAS 106, (b) another 14.5' of the increase

will be recovered through a reduction in the national wage

rate, and (c) the remaining 84.8' of such increase in costs

will remain unrecovered unless exogenous treatment is granted

on this aaount.

The second alleged source of double counting simply doesn't

exist, and is the result of confusion over exactly what the

LECs are requesting. While it is true that the SFAS 106

expense calculation includes the present value of future

inflation, and that the expense calculated under SFAS 106 can

be expected to increase each year at something close to the

rate of inflation, SFAS 106 expense is not what the LECS are

requastinS exosenous treat:Mnt on. It is the increase in

expense due to the SFAS 106 accoyntins chanIe that should be

afforded exogenous treat:Mnt. This is an absolutely critical

distinction which Is missed by AT&T. Retiree medical plans

were sponsored by firms before and after SFAS 106 was issued.

It is only the accounting for those plans that has changed,

and it is the increase in costs associated with this change in

accounting that must be evaluated.

-2-
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HCI Contention ­
(Page 30)

'"Pou" -

"If one were to include SFAS 106 costs through exogenous
treatment, the revenues resulting from the increase in the
price cap index to account for these costs would also
increase each year by the GNP-PI, as adjusted for the
productivity factor. The problem is that SFAS 106 costs
have already been adjusted for future inflation... Therefore,
the impact of medical care cost inflation has already been
counted. As such the amount offered by the LEC's haa been
inflated to reflect future medical costs. To include these
costs again within the price cap formula through exogenous
treataent, and treat the. by the full amount of GNP-PI which
haa medical inflation embedded as well is tantamount to
double counting the medical care inflation rate."

This contention is virtually identical to the second

"source" of double counting outlined by AT&T on page 7 of

its filing with the Co_ission. Rather than repeat our

response to that contention, we would just point out that,

like AT&T, MCI seems to have failed to grasp the point that

the LECs are not asking for exogenous treatment on the SFAS

106 expense, rather they are asking for exogenous treatment

on that portion of the incr.... in expen.e due to the

mandated accounting chang., which will not already be

refl.cted in GNP-PI incre.se. caused by that accountini

chanle .

-3-
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B. Ayoidance of Double Count

Two respondents suggested "better" ways of determining the extent of the double

count problell, and therefore "better" ways of determining the appropriate portion

of SFAS 106 costs that should qualify for exogenous treatment.

AT&T CoptIDt19D ­
(pp. 13 - 14)

Ie·ponu -

" .... Th. Co_ission should require the LEC's to us. an
alt.rnativ. that is both a simpl.r and more reliable m.ans
for correcting the double count. AT&T suggests that the
appropriate method for removing the double count between the
SFAS 106 accrual and the GNP- PI t.rm in the price cap
formula is to r.mov. the impact of expected chang.s in GNP­
PI froll the SFAS 106 accrual. This can be accomplished in
a straightforward manner by r.quiring the LEC' s to subtract
the exp.cted rate of chang. of GNP-PI froll the health care
inflation compon.nt in the SFAS 106 accrual. The Co_ission
should sp.cify the changes in GNP-Plover the SFAS 106
for.cast period. Current estimate. is (sic) that GNP-PI
will increase approximately 4' over the long term."

That AT&T should sug••t such an illog1cal and erron.ous

·solution" to the double count problell is indicative of a

failure to understand the true source of any potential

double counting. M discuss.d earlier, potential double

counting is not related to the fact that SFAS 106 costs are

calculated by discounting future lIedical inflation back to

the present. As discussed on page 2 of this material,

double counting w11l only arise to the extent that the

increased costs cOllpanies will bear, as a result of the

change in accounting method required by SFAS 106, will also

cause an increase in GNP-PI.

The fact that the AT&T "solution· does not address the true

source of potential double counting is illustrated in the

following exaatple, wh.re the AT&T solution is shown to

produce an identical exog.nous adjustment in two factually

different circumstances, where logic would dictate different

exogenous adjustments be applied.

-4-
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In the second footnote on page 13 of its filing, AT&T

estimates that its "solution" of allowing exogenous

treatment for SFAS 106 accruals, calculated using a medical

trend rate 4' lower than the actual rate used by the LECs

for their financial statements, might result in

approximately 55' of a given LEe's actual SFAS 106 accrual

being afforded exogenous treatment. Now let us consider two

hypothetical scenarios:

(1) Every U.S. £1111, LEes and non-LECs alike, have

identical demographic makeups and provide identical

retiree .edical benefits. Thus, in this case,

presuaably every U.S. fi11l would experience the same

increase in labor costs due to SFAS 106. In addition,

under this scenario, it is assumed that all labor cost

increases associated with SFAS 106 are completely

reflected in the GNP-PI, as companies raise their

prices to recover those costs.

(2) The LECs are the .sm1x finu subject to SFAS 106, and/or

the additional costs due to the adoption of SFAS 106

costs are never reflected in the GNP-PI.

In the first scenario, it is obvious that the increased

labor costs due to SFAS 106 experienced by the LECs would be

fully and completely reflected in the GNP-PI (the Godwins

Report, of course, demonstrates that this hypothetical

situation does not exist), and thus no exogenous adjustment

would be required. In fact, in this hypothetical scenario,

providing any exogenous adjustment would result in a

cOllplete double count. Yet in this circumstance, the AT&T

approach of allowing recovery of SFAS 106 costs, calculated

using a lower trend rate (medical inflation minus 4'),

would, as noted above, result in allowing exogenous

treatment on 55' of SFAS 106 accruals.

-5-
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Mel eontlJltion ­
(Page 31)

ReSponll -

Conversely, under the second scenario, the LECs should

receive an exogenous adjustment equal to 100' of their

increased costs due to SFAS 106, because the double count

problell simply wouldn't exist. Yet in this circlUlStance as

well, the AT&T approach would allow an exogenous adjustment

for the S8118 55' of SFAS 106 accruals as before. This is

clearly an illogical result.

One can therefore see that AT&T's suggested approach to the

double count does not address the specific factors that

affect the extent of double count, i.e.:

Differences in plans between the LECs and non-LECs

Differences between the LECs and non-LECs which will give

rise to different SFAS 106 costs (e. g., dellOgraphic

differences).

Proportion of increased aggregate labor costs due to SFAS

106, that in fact is reflected in GNP-PI.

As noted, it is precisely these critical factors detailed

above that are addressed completely and comprehensively in

the Godwins Report.

·If the Co_ission do.s decide to afford th••e LECs exogenous
treatment for SFAS 106 costs, this double counting must be
el1ainated. This can be accOllplish.d either through the
rellOVal of medical care inflation froll the GNP-PI or through
the rellOval of medical care inflation from the SFAS 106
accruals."

While this "solution" differs slightly from AT&T's suggested

"solution" (pages 13-14 of its filing) in that MCI focuses

on the lIedical care inflation component of GNP-PI,

conceptually it is very similar, and suffers from the same

-6-
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fundamental flaws as the AT&T suggestion. As with AT&T, the

MCI suggestion simply doesn't address the source of any

potential double count. The double count does not arise

from the discount of future inflation, but 2Dlx from the

differential impact of SFAS 106 on the LECs relative to

others, and the extent to which the price cap index will

allow the LECs to recover some of those additional costs, as

the macroeconomic effects of the introduction of SFAS 106

are reflected in the economy as a whole. As with the AT&T

solution, the MCI solution produces the saae exogenous

adjustment, whether in reality there is no double counting

(no non-LEC firm incurs SFAB 106 costs), or complete double

counting (all firms, including LECs, experience identical

increases in costs due to SFAS 106, and the GNP-PI fully

reflects those increased costs). This is clearly an

illogical result.

-7-
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SECTION II

IISPQBSE TO OBJECTIOIS lIGt'PIIG ACTUAIIAI, AlALYSIS

A. Methodology

There were three objections raised with respect to the basic methodology employed

in the actuarial analysis undertaken by Godwins.

AT&T .Cop.tlJ1tiop. ­
(pp, 11 -12)

It'poD.e .

" the study is flawed becauae the government sector is
not included. Although SFAS 106 does not affect the
accounting practice. of the governaent, growth in retire.nt
health care co.ts for the government sector of the economy
will affect the growth in GNP-PI because GNP-PI includes
governaent SFAS 106-like OPES expense ... If OPES-related
expense. of the government were included in the analyses,
the GNP-PI would be higher, and this would have the effect
of reducing the aaount of the LEC •s SFAS 106 expense
potentially eligible for exogenous recovery."

AT&T's contention that the excluaion of the government

sector froll the analysis results in an overstateaent of the

aaount of the LECs' SFAS 106 expense eligible for exogenous

treatment is completely invalid, because it is based on a

lIisstate..nt of fact. The statellent that "the GNP-PI

includes governaent SFAS l06-like OPES expense" 1s simply

~. Government entities are not subject to SFAS 106, nor

are they required by the Government Accounting Standards

Board (GASB) to account for retiree medical benefits on

anything other than a "pay-as-you-go" basis. It must be

-.phasized that the critical issue is D2k what effect will

the increase in the "pay-as-you-go· costs of retiree medical

plans have on GNp· PI. (The GNP-PI will increase due to

increases in ·pay-as-you-go· costs, regardless of whether

SFAS 106 ever becolles effective,) Rather, the critical

question is what effect will there be on GNP-PI, due to the

requirement that private sector employers change the WAY in

which they account for retiree medical plans. As AT&T

-8-
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XCI Copt.ntiop ­
(Page 26)

Rt.ponll -

itself concedes, government sector employers are not

required to change their accounting for retiree medical

plans, and therefore the fact that many governmental

entities sponsor such plans is not relevant to the analysis.

As a result, the Godwins Report considered the government

sector (see page 21 of the study), and correctly excluded it

from the covered population for the calculation of the

increase in labor costs experienced by firms subject to SFAS

106.

"'nte USTA study uses data from only one insurance company to
arrive at the coat of medical claiaa for the calculation of
the nationwide Benefit Level Indicator."

'nte inferred intent of the MCI comment is to suggest that

Godwins used "data from only one insurance company· to come

up with per capita claim costs, which were then used to

derive aggregate SFAS 106 costs for the U. S. as a whole.

MCl ha. clearly failed to appreciate the validity of the

data, and th. limited us. to which the insurance company

claiaa data was put. In particular,

(1) 'nte insurance cOllpany used is, by any measure, one of

the five largest Life and Health insurance carriers in

the United States.

(2) 'nt. data collected was for Iross medical claip., not

amounts reimbursed by company plans.

(3) 'nte data was sufficiently extensive to ensure that no

statistical fluctuations (i.e., sampling errors) would

materially affect the results.

-9-
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Ad Roc Cqpttptlcm. ­
(ETl)
(Pag. 21)

'e.pon.e -

(4) Th. data was used to form a frequency and aDlount

distribution, against which actual plan provisions of

the LEes and the companies in the Godwins database were

appU.d, to evaluate the relative benefit levels of the

TELCO plans compared to those provided by other

employ.rs.

(5) Changes in the underlying distributions derived frOID

the insurance company data would n2.t have had any

significant effects on the ultimate result. This is

b.c.WI. the key r.sults of the Godwins study w.re

r.lated to the XAt12 of the GNP-BLI to TELCO-SLI, and

n2.t to the absolute value of either.

"Finally. the Godwins '.port ignor.s the usual uncertainty
that is associated with survey results measured by calculated
standard errors. M w. discuased, Godwins utilized data
fra- a surv.y of 830 .mployers who sponsor post-r.tirement
plana and 170 eaploy.n who do not. It is a w.ll accepted
fact that data frOll surveys are subj.ct to unc.rtainty which
b uaually ....ur.d by the .tandard error.· How.ver. these
standard .rrors are nev.r taken into account in the
c.lcul.tion of the Ben.fit Lev.l Indicators (BLls). Thus
the data shown in the table on p.g. 28 of the Godwins '.port
..SUlleS that the standard devi.tion is zero. This is
obvioualy incorr.ct. Furthermor., th.re is no information
a. to the v.rianc. or the standard deviation of the sample
data so that the sensitivity of the r.sults can be analyzed.
Ca.bined with the f.t.l errors discuss.d above. this shows
• r.port which w.. design.d to co.. to a particular
concluaion f.vorabl. to the LEC's."

The ·standard .rror· for the calculation of the av.rage

Ben.fit Lev.l Indic.tors w.s not shown· because in this

c.... the eff.ct of the "standard error" was deemed to be

1 Ad Hoc re ... 28 of die GodwiDa Report. We ..... that they are referriq to die table
IIbowD OIl ... 16 of die report siDce there is DO table DOl' my data IppeU'iDa OIl pqe 28 of the
00dwiDI Report.

-10-
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illll&terial. 'The reason it is ilmlaterial is that the Godwins

data is not a "survey" in the traditional sense of the word

(i.e., a small sample from a large universe); rather, it is

a data base comprising companies that employ approximately

one-half of all '''Ployees who work for companies that

provide post-retiregent medical benefits.

However, in the interest of completeness, we have included

in Appendix A the calculation of the variance and standard

deviation, which are inherent in the calculation of the

average BUs used in the Report. As can be seen from the

exhibits, the standard deviation for the average pre-6S BLl

is .015, while the standard deviation for the post-65 BLI is

a mere .008. Had the average BLls been one standard

deviation higher than the values actually used for R5Uih the

pre-65 and the post-65 BLI, the relative impact of SFAS 106

on GNP compared to TELCO would have increased fro. 28.3' to

29.1'. Given that the sensitivity analysis of the overall

result utilized a range for this value of 17 .8' to 44.5', it

18 quite clear that the effect of the "standard error"

referred to by ETI is t.mAterial.

-11-
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B. Actuarial Aa""'9tiOly

There was one objection raised regarding the reasonableness of the assumptions

utilized in determining the ratio of GNP-Btl to TELCO-BLI.

KCI Copttptiqp ­
(Page 28)
FN 35

Itspopse -

-Vithin the USTA study, in its flawed attempt to est1aate
relativw beDefit ratio levels, the consultant utilizes
turnover rates that are ..rbd1y lover than the average
turnover rate. This reaults in inflated est1aates of the
OPD lbbi1ity. Lib lIOat of the ..au.ptiona used by USTA,
the grounds for thb are UDIIupported. USTA re..rIi~s that it
chose this est1aate because of the historical patterns of
lonaer service life and higher average age for TELCO
.-ployees vwrsus other e~loyeea. Unfortunately, the study
doea not indicate what t1ae fr_ w.. U8ed for thb
c~ari.on, or whether the experience of the last fe. years,
with the large aIIOunt of downsizing exhibited by the TELCO
firaa, h.. been included.-

There appear to be two contentions made in MCl' s co_nt.

First, that the Godwina study did not use the -average

turnover rate- for TELCO and second, that even if the

average rate. b..ed on -historical patterna of longer

service life and higher avwrage age- were used, such

turnover rates would still be too 10. because of -the large

aaount of c10wruIizing exhibited by the TELCO firms.-

Vith respect to the first contention, the turnover rate.

used for TELCO (T-2) Ar.A the average of the rates used by

the LECs in their lIOat recent actuarial studies (generally

1990 or 1991). With re.pect to the second contention,

downsizing through Early Retire..nt programs should not have

AIIX iJlpact on assumed turnover rate. becaU8e such turnover

rates are only utilized for projecting future pre-retire.,nt

withdrawals. This should be obvious since an individual is

no longer subject to the turnover rates once that individual

become. eligible for retirement.

Further. MCl see.. to have misinterpreted the statement made

-12-
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in the Godwins Report (page 48-FN 3) that,

·Supporting evidence for low incidence of turnover at

TELCO relative to national average can be seen by the

higher average age and past service of TELCO employees

relative to average age and service of national working

population."

'ftle point here is not that there have been ·historical

patterns of longer service life and higher average age for

TELCO e.-ployees,· but rather that the current age/service

characteristics of TELCO (age - 41.6 / service - 16.6, as of

1/1/91) provide evidence of low turnover rates (Le . .lJm
turngy.r rat.s in the past produc.d the curr.nt demographic

lI&keup of the group). Recent ciovrwizing could not have

contribut.d to producing these age/service characteristics

because rec.nt staff reductions aaong the LEes were ~

accOlipUshed through layoffs aaolll the younger short-service

.-ploy••• prior to 1991.

While the above concept is well known among profes.ional

actuaries, w. have p.rforaed so.. additional analysis and

prOVided a IIOre detail.d explanation below, which should

II&ke our point somewhat clear.r.

'ftle averag. age and service of an .aploye. group is not a

siJlple function of withdrawal rate., but higher withdrawal

will g.nerally push down average•. J

2 Tbe met dill tile nwaae ... of a papalme. wiD illlctr II if IDDItIIlity ,... an reduced i.I obvious.
It ca alia be dIM alliJailar effect ocean ill a~y'. -J'OP'I"'-. AD eIIIpIoyee JIOUP
11M exits &om , na.-t, lad .......... wIIidl aill COil..... to IIIIOdIIIity ill tile ....
papa"". Pope'" powtb, tile powtb of tile finD. lad tile ecaaomic cyde all affect tile .......
lad avenp of repJ.....II. wbich repI a cor to birtba ill tile ....papaletim.
SiDce tile calcwd for TELCO were ma verJ employee groupe, tile varWiaal ill
powtb of firma caDDOt bide the effect of witbdrawall.

-13-
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Calculations were performed to test the hypothesis that the

"T. / T2" choice of withdrawal tables was consistent with the

observed differentials between average age and average

service of TELCO compared to the nation as a whole. ~ith

hire age and retirement age as parameters for calculating

the average age and average service of stationary

populations resulting from T2 , T., and Tlo based upon all

retirements at a given retirement age and all hires at a

given hire age, the table in Appendix B clearly indicates

differences that are not only consistent with the results

shown in the Godwins Report, but in fact suggest that the

differences in turnover rates between TELCO and the rest of

the U.S. working population may be even greater than T-2

versus T-6.

For exaaple, if one were to look at a company that hires new

employees at an average age of 27, that experiences turnover

rates equal to T-2, and retir...nts at age 62 (a situation

not unlike TELCO), one would find that after this company

matures it can expect to have an employee population with an

average age of 41.54, and an average past service of 14.54

years. If, instead, turnover rates equal to T-6 were

appUed, the average age and service of the population would

be 38.80 and 11.80, respectively. This theoretical

difference, between populations subject to T-6 and T-2, is

actually Ie.. than the ob.erved differences in age/service

characteristics between TELCO and the non-TELCO firms (see

page 47 of the Godwins Report). ~lle TELCO and the rest of

the GNP have different retirement patterns, it can be seen

from the table that differences in average retirement ages

have only a minor impact on the basic result.

Finally, it should be noted that the sensitivity analysis

performed by Godwins is more than sufficient to allow for

any potential understatement of TELCO's turnover rates. On

-14-
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pages 34 and 3S of the Godwins Report, it is shown that even

1f the same turnover rates were used for both TELCO and the

rest of the working population, the relative impact of SFAS

106 on GNP, compared to TELCO, would only increase froll

28.3% to 34.6%. As noted on page 40 of the Godwins Report,

overall results are shown using values for this relative

impact, ranging from 17.8% to 44.5%.

-15-
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C. ACCuracy and ,.liability of ".ult.

There were two objections raised with respect to the overall accuracy and

reliability of the Godwins findings that labor costs of non-LEC firms sponsoring

retiree medical plans will increase 3.19' as a result of SFAS 106.

AT&T Copt.ptiop ­
(pp. 9 - 10)

' ..pon•• -

"The results of the Godwins Study d.pend on the calculation
that th. adoption of SFAS 106 will increase labor costs by
3' for finu incurring OPD expenses. The 3' estillate is
deriv.d using numerous factors, each subject to error as
noted in Godwins' section on sensitivity of results (pp. 34­
43). The cUIIUlative impact of reasonable variations in each
factor renders the 3' estimate suspect."

It is precisely the sensitivity analysis referred to by AT&T

that gives us great confidence in the robustness of the

bottom line result. In the extremely unlikely event that

the actual increase in labor costs is as high as 5'

(extremely unlikely, because such a result would require

that virtually All of th. factors for which uncertainty

exists' hav. been aaxiJlally understated)· then the total

amount of unr.covered SFAS 106 costs is reduced by a mere

12' (from 84.8' to 74.7' as shown on page 41 of the Godwins

study). ThUll, there can be Uttle doubt as to the solidity

of the results, and the Co.-ission can be quite confident

that any uncertainty in the basic results of the actuarial

analysis will not have a significant effect on the final

result.

3 See JIP. 34-37 of die Godwiu lbIdy.

4 In fIct, pelt cue to be~ in -nwtin.*- fIcton to __ dial the imJ-:t
of SPAS 106 c-. GNP-PI if _ytbiq, oventaIed. See. for eumple, the foIlowiaI in the
Godwiaa Report:

• Calcullrioa of prefuadiDa Idj.....t (pip 19)
• BIIic BU IDIdMldoIoIY (pip 34)
• Averap~ ... for __LECa (pap 35)
• Di8cussioa of labor COlt pen:watqe .tjuetnwlt (pqeI 36-37)
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HCI Contention ­
(Page 25)

"spons• -

"In no place within the study is there an attempt to verify
the costs of SFAS 106 to non-LEC firms."

"The 3.19' increase in labor costs to non-LEC firms
providing OPEB does not square with other estimates of the
SFAS 106 costs..... This amount is only 40' of the
estimates by Warshawsky (in Postretirement H.a1th B.nefit
Plans; Costs and Liabilities for Priyat. EmpIQyers, No. 76
Finance and Economics Discussion s.ri.s, Division of
R.search and Statistics, Division of Konetary Affairs,
Federal Reserv. Board, Washington, D.C., June 1989)."

KCI's cont.ntion is a gross misrepresentation of the facts.

It is true that in the referenced article Warshawsky does

estimate that, based on 1988 data, the aggregate increase in

retiree m.dical expense due to the introduction of SFAS 106

would be much higher than the 3.19' estimated by Godwins.

However, despite the fact that Warshawsky is a well trained

economist and clearly undertook his research in a

responsible manner, KCI has utilized the results of that

res.arch irresponsibly. Specifically, the following JlUSt be

not.d:

(1) Warshawsky himself now recognizes that his original

est1Jllate was unrealistically high, and he has

significantly reduced this estiaate in his most recent

analysis.'

(2) Ev.n Warshawsky's revis.d estiJlate is significantly

higher than other aggregate estiJlates produced by the

GAO' and EBRI' for the S8111 ti_ period. Despite this,

S -n. U...... ProaUe of Retiree H". s-fica.- the Am~ 1992.

6 GtDenlA~ Oftice, R..-~ Divilioll. -Employee ....ca: CompmieB' Retiree
R.I. Liabilitiel Larae. Advace FUDdi:q COItly, - JUDe 1989, GAOIHRD-89-S1.

7 Employee s-fit R-.dllDltitute, -1.sIueI1Dd Treads in Retiree R.I. InsutaDce BeDefiu-, Issue
Brief No. 84, November 1988.

-17-

______________________ ~wins _



MCI selected Warshawsky's earlier estimate and chose to

ignore both Warshawsky's revision and other lower

estimates. These other estimates are quite consistent

with the Godwins estimate, and are fully encompassed by

the sensitivity analysis included in the Godwins

Report.

(3) Warshawsky's revised estimate is itself too high

because his assumptions regarding plan provisions,

actuarial assumptions, and deaographics were wrong.

These erroneous assumptions are described in greater

detail below.

(4) Estimates produced by Warshawsky, as well as the GAO

and ERRI, are all based on 1988 plan provisions. The

Godwins estimate is more accurate because it is based

on 1990 plan provisions, which are more up-to-dete.

Each of the.e points i. discussed in greater detail below.

(1) flarsh..,sJcy ntN recognize. tut his original est1lMte "as "rong.

In the material referred to by MCI, Warshawsky estimated that aggregate

SFAS 106 costs in 1988 dollar. would have been $67.9 billion, while "pay­

as-you-go" costs were $14.5 billion. This net increase in costs of $53.4

billion translate. to approximately 6.82t of 1988 total compensationa for

covered employee., and directly corresponds to the Godwins estimate of

3.l9t.

8 1988 Total CoaIFr tim for U.S. worbn wu $2921.3 bime.. sbowa. in tile November. 1991
Survey of CurIIIIt B.-l0ll the GAO lltudy. 26.8" of all worbn are eoveftld by p....
subject to SPAS 106 (_ 21 of the Oodwiu Report). 1'bIIefore. accordiDa to WanbawIky,
additioaal SPAS 106 COlD are 53.4 + (2921.3 X .268) - 6.82" of compeo-tim.
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Warshawsky now realizes that his earlier estimate was based on an erroneous

demographic makeup of the total covered population (for example, the ratio

of active employees to retirees used was 3.8 to 1, which is far lower than

for the typical compan~). In his recent book (The UDCertain Promise of

Retiree Health Benefits. the AEI Prell 1992), Warshawsky revises his

estimate of aggregate 1988 SFAS 106 accrued liability and expense downward

by 25\ and 12\, respectively. In this new study, the aggregate estimate of

SFAS 106 expense beco... $58.9 billion, while "pay-as-you-go" costs are

reduced to $11.3 billion. Thus the net increase due to SFAS 106 of $47.6

billion now translates to an increase of 6.08\ of compensation. As shown

in item (3) below, even this estimate is unrealistically high, due to the

incorrect assumptions that Warshawsky relies on.

(2) Warshawsky's revised estimate is significantly higher than other estimates

of a&lregace SFAS 106 costs.

Both the GAO and EBRI produced estimates of SFAS 106 liabilities, based on

1988 data, that can b. directly co~ar.d to that produced by Warshawsky.

Warshawsky's revised estimate of $332.1 billion is, in fact, SOt higher

than the GAO estimate of $221. 0 billion, and 34t higher than EBRI' s

estimate of $247.0 billion. While neither the GAO nor !BRI explicitly

calculated the increase in aggregate annual expense as a result of SFAS

106, their liability estimate. translate to increases of 4.0StM and 4.52tU

of compensation, respectively. Both of these values are well within the

range of values used in the sensitivity analysis performed by Godwins.

Page 41 of the Godwins Report illustrates results assuming the aggregate

increase in costs due to SFAS 106 range from 2' to 5' of total compensation

of covered employees. Even at the very high value of 5t (high because this

9 See pap 47 of the GoclwiDa Report.

10 221 + 332.1 x 6.08" - 4.05

11 247 + 332.1 x 6.08" - 4.52
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value, in addition to being materially higher than both the GAO and EBRI

estimates, would also require that virtually all the factors outlined on

pages 34-37 of the Godwins Report to have been maximally underestimated),

the percentage of TELCO's SFAS 106 costs that are not recovered, through

the GNP-PI increase and wage rate reduction, is only reduced from 84.8' to

74.7'.

(3) Warshswsky's revised estimate is too high due to incorrect assumptions.

In carefully reviewing the methodology employed by Warshawsky, it becomes

quite clear why he arrives at aggregate cost estimates that are so much

higher than the GAO and the EBIU estimates, as well as the Godwins

est1Jlate. Simply put, the methodology employed by Warshawsky utilizes

assumptions regarding plan provisions, the demographic profile of the

covered population, and actuarial assumptions to be used by companies to

calculate SFAS 106 expense, that are demonstrably wrong. Specifically, in

estimating the SFAS 106 accrued liability, Warshawsky:

~sua.s a 'reasonably generous health plan with low deductibles and

co-payments' for ill companies (Pg. 92). A multitude of surveys (see,

for example, Health Care for Retired hployoes by Betty Malroy Stagg,

The Conference Board Research Bulletin No. 202, 1987) demonstrate that

this is simply not the case. Many companies in fact provide quite a

bit less than 'reasonably generous' benefits. d In fact, using data

not available to Warshawsky, the Godwins BLI methodology was developed

to specifically isolate the variation of 'generosity' among companies'

retiree medical plans.

12 See.... 7 of1M Coafenace Bou'Cl report cited IboYe IIId .... 9-11 of tile Hewitt MRi'. 1990
Swm of Rotigt Medjcal Btgfig.
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AsaWlea lifetime coverage for both the retiree and his spouse, for ill
cOllpanies. This is clearly unrealistic, and contradicted by the

Conference Board material referenced above. D

AsaWles all active e.-ployees beco.. eligible for full benefits at age

55. This also is contradicted by the studies referred to above."

~SWles mortality at 83 eAMM rates while aany cOllpanies continue to

assua. higher mortality rates.

Utilizes a l' spread between the discount rate and medical trend rate

combined with a 4' per year aging factor.

~SWles a retirement age of 62.5, in contrast with the evidence of

average retirement age. between 63.5 and 64, as shown on page 35 of

the Godwins Report.

Strong evidence that Varsha"sky' s actuarial assumptions as to trend and

mortality result in unrealistically high SFAS 106 costs can be seen fro.

the fact that the LECs used JlUCh .lmrAx cost assumptions to calculate~

SFAS 106 costs. In fact, only 2 out of the 11 LECs on who. data was

collected used the 83 GAM table for their SFAS 106 calculations, and the

average spread between the discount rate and the ultimate trend rate for

the LECs' SFAS 106 calculations is 2.57'. This is particularly co.-peUing,

given the fact that the respondents to the LEC.' filings with the

Commission have indicated that they believe that the assumptions used by

the LECs oyerstat. their SFAS 106 accruals.

13 See .... 7-8 of die Coafereace Boud report.

14 See pap 9 of the Hewitt~ study cited ill footDote 12 011 die previous pap.

IS TIle 1983 GAM mortality table is die IIIOIt modIm (1oweIt deIda __>curreDt1y u.d for peasion
valuatioal ill die United S..... While it WIll pubIiIIMd by the Society ofAc:tuar* ill October, 1983,
it Itill bas not beeo uai~y adopted by emoUed IlCtumieI for their peuioa vallwiODl.
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